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Prediction of Future Earnings in an Emerging Market by 
Fundamental Analysis: Evidence from China A-share Market 
Abstract 
This paper investigates two issues related to the predictive ability of 
fundamental information (financial statement information) in China A-share market 
The first one is what kind of information in financial statements has predictive ability 
of future earnings. This question is tested by the association between one-year-ahead 
earnings changes and current fundamental items. Using a sample of all available A-
share observations in Shanghai and Shenzhen Stock Exchanges from 1993 to 2000, I 
document evidence that three fundamental items useful to predict the future earnings 
in China A-share market are unexpected operating income, above industry average 
increase in fixed assets and selling and administrative expenses. The second research 
question is whether the predictive ability of the financial statement information is 
used by investors and reflected in the current stock price. I use return model to 
investigate the incremental information content of fundamental signals. Results 
indicate that the non-earnings fundamental signals have no incremental information 
content beyond earnings, indicating that the market cannot use the non-earnings 
accounting information to value the firms. I further examine whether fundamental 
analysis is affected by two factors: losses and earnings persistence. The current 
earnings of loss firms have less predictive ability about future earnings and less 
information content than firms with positive earnings, indicating that investors in 
China differentiate positive earnings from losses. Opposite to the expectation, 
fundamental signals of firms with higher proportion of operating income have less 
predictive information about future earnings and are less value-relevant than firms 
with lower proportion of operating income. 
















Prediction of Future Earnings in an Emerging Market by 
Fundamental Analysis: Evidence from China A-share Market 
1. Introduction 
This paper investigates two issues related to the ability of financial statement 
information to predict the future earnings of listed Chinese firms. The first is what 
kind of information in financial statements has predictive ability with regard to future 
earnings. The second is whether investors use the predictive ability of financial 
statement information in making valuation decisions, i.e., whether such information is 
reflected in share prices. 
Financial statements are useful to investors mainly because they help predict 
future earnings. Why is the historical cost-based financial statement information 
useful? The following two perspectives offer different explanations. The information 
perspective assumes that the good or bad news contained in financial statements will 
persist into the future. Investors use current fundamental information to predict future 
earnings or components of earnings, including cash flow. Subsequently, the prediction 
of earnings is used to predict future investment returns, the investors' ultimate 
interest. Beaver (1989) describes a three-link process: (1) current earnings are useful 
for predicting future earnings, (2) future earnings are an indicator of future dividend-
paying ability, and (3) expected future dividends are discounted to the present to infer 
equity value. 
In contrast to the information perspective, the fundamental perspective 
proposes that the book value of equity and earnings are relevant valuation attributes, 
not merely signals about other attributes. Ou (1990) asserts that a two-link process 
establishes the relation between non-earnings data and the firm value. The "predictive 
information link" ties current financial data to future earnings, while the "valuation 
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link" connects predicted future earnings to firm value. Thus, the current fundamental 
signals are connected to firm values through future earnings. Under this perspective, 
fundamental analysis helps explain variations in return because of its valuation 
attributes. 
Under both the information and the fundamental perspectives, the role of 
accounting information in predicting future earnings is one of the most important 
issues. However, fundamental analysis is rare in emerging markets. Although the 
predictive ability of financial statements in developed markets has been tested (e.g., 
Ou and Penman 1989; Lev and Thiagarajan 1993; Abarbanell and Bushee 1997), it is 
yet to be examined in emerging markets. Therefore, the first objective of this study is 
to determine whether accounting information in emerging markets have predictive 
ability, and if so，through which fundamental signals. 
The second objective is to investigate the value relevance of fundamental 
signals in the emerging Chinese market, i.e., whether the market prices information 
that predicts future earnings. A number of studies have examined the efficiency of the 
Chinese market in valuing contemporary earnings by investigating the value-
relevance of summary accounting information, such as annual earnings (e.g., Haw, Qi 
and Wu, 1999), interim earnings (e.g., Ma, 2000), and cash flows (e.g., Haw, Qi and 
Wu, 2000; Li, 2001). In this paper, using the predictive signals derived from the first 
research question, I provide further evidence on the efficiency of China's A-share 
market in terms of additional financial statement information. 
To achieve the first objective, I search for fundamental signals that have 
predictive ability by investigating their association with earnings changes for the 
following year through both ordinary least squares (OLS) and logistic regressions. 
Using observations from 1993 to 2000, I examine the predictive ability of 9 variables. 
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They are three earnings components (unexpected operating income, unexpected 
investment income, and unexpected non-operating income) and six non-earning 
fundamental signals (Accounts receivable, Inventory, Gross margin, Selling and 
administrative expenses, Fixed assets and Long-term debt). The results indicate that 
unexpected operating income, selling and administrative expenses and fixed assets are 
negative indicators of one-year-ahead earnings change. 
For the second research objective, I use the return model to investigate the 
value relevance of fundamental signals. I find that the investors in Chinese stock 
market cannot use non-earnings fundamental information to value the firms. I also test 
how losses and earnings persistence affect the fundamental analysis. Consistent with 
the conclusions from matured markets, the fundamental signals of loss firms are more 
value relevance. It is mainly due to the transitory nature of losses indicated by 
predictive tests. Opposite to the previous studies, earnings with higher proportion of 
operating income are less associated with future earnings and less value relevant than 
those with lower proportion of operating income. It may due to the fact that the 
majority of listed firms in China use investment income and non-operating income to 
boost accounting earnings so that Chinese investor perceive these items as more 
permanent than theoretically defined. 
This paper makes three contributions to the accounting research. Firstly, this 
paper is the first to investigate signals that may have predictive information in the 
emerging capital market of China. Secondly, it extends the existing literature on the 
usefulness of non-earnings fundamental information in the Chinese stock market by 
determining whether the market can price non-earnings financial signals associated 
with future earnings. Finally, the findings in this study may have implications for 
investors by shedding light on the understanding of the quality of earnings. The 
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quality of earnings here refers to positive vs. negative earnings and earnings 
persistence measured by proportion of operating income. 
The rest of this paper proceeds as follows. The next section discusses 
institutional background. Section 3 reviews related literature. The hypotheses and 
research design are presented in section 4，followed by sample description in section 
5. The empirical results are presented in section 6. Section 7 exams the impact of two 
factors on fundamental analysis: positive vs. negative earnings and earnings 
persistence. Sensitivity tests are reported in section 8 and section 9 concludes this 
study. 
2. Institutional Background 
2.1 The lack of fundamental analysis in Chinese stock market 
There may be three reasons for the lack of fundamental analysis in the Chinese 
stock market. The first is the shortage of financial analysts. Financial analysts do not 
follow A-shares of listed Chinese firms and no earnings forecasts are reported to the 
market. It is difficult for researchers to get predictive information. At the same time, 
investors are unsophisticated and functional fixation is a pervasive phenomenon in the 
Chinese stock market (Zhao and Wang, 1999). The market may not price earnings 
components with different degree of persistence accordingly. 
The second reason concerns listing regulations. Until recently, Chinese 
government has looked upon the securities market primarily as a means to tap 
Chinese individual savings for the benefit of favored state-owned enterprises (SOEs) 
(Zaloom and Liu, 1999). Access to the market has been strictly controlled. In such 
circumstances, most listed firms are not managed on a profit-maximizing basis or 
with attention to fundamentals, but on how to obtain rights issues or avoid being 
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suspended or delisted. The regulations regarding rights issues and special treatment 
are based primarily on accounting numbers, especially on net profit. The China 
Securities Regulatory Commission (CSRC) has issued several guidelines since 1993 
to define the qualification of rights issuing firms. In 1996, the CSRC required rights 
issuing firms to have at least 10% return on equity (ROE) in each of the last three 
years (CSRC 17, 1996). A revised guideline issued in early 1999 reduced the ROE 
from 10% to 6% for each of the last three years, but the average for the three years 
must still exceed 10%. Another regulation relates to share suspension and delisting. 
The CSRC may suspend and terminate the listing of a firm's stock if the firm has 
losses for three consecutive years. Manipulation is a serious problem in the Chinese 
stock market because of the need to meet the criteria of regulations based on 
accounting numbers (Chen and Yuan, 2000; Haw, Qi and Wu, 1999). It affects the 
usefulness and reliance of fundamental analysis. 
Finally, information disclosure is limited. Most listed Chinese firms fulfill 
only the minimum disclosure requirements mandated by the CSRC (Haw，Qi and Wu, 
2000). Earnings forecasts or voluntary information are seldom provided. The 
information in financial statements may not adequately reflect a firm's economic 
situation. Although these factors affect the usefulness of fundamental information to 
investors, it is unclear whether investors use such information, or indeed what kind of 
information they use at all. 
2.2 Earnings components of listed Chinese firms 
According to Accounting Systems for Shareholding Company (promulgated by 
Ministry of Finance, PRC, 1998), the income statement must disclose the operating 
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income, investment income and non-operating income separately. An example of a 
typical income statement is presented in Table 1. 
Insert Table 1 here 
Among the three main components, the persistence of operating income is 
expected, in theory, to be higher than other components. Chen and Yuan (2000) 
indicated that in China, earnings management is often achieved by transactions not 
related to core business. Haw et al. (1998) and Chen (2001) documented that ST firms 
rely on non-core items to increase their net earnings. 
The proportion of earnings components is presented in Table 2. 
Insert Table 2 here 
The median of operating income proportion is consistent year by year and 
changes around 80% during 1994 to 1999. The proportion of investment income is 
large in early 3 years and decreased in late years. The median of non-operating 
income is less than 0.4% in all the 6 years. It suggests that non-operating income does 
not occupy a significant proportion. However, some of investment income and non-
operating income is seriously related with the firms' economic situation, such as the 
rights issuing (e.g., Chen and Yuan, 2000), avoiding suspension and termination of 
the listing (e.g., Haw et al., 1998, and Chen, 2001). Meanwhile, the sophistication 
level of Chinese investors remains a controversial issue. Whether they can distinguish 
the earnings of different quality needs to be further explored. 
3. Literature Review 
3.1 Studies on predictive ability of fundamental items 
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In this paper, the information set for the prediction of future earnings is limited 
to accounting data, divided into earnings (including earnings components) and non-
earnings information. 
Ou and Penman (1989) identify financial statement items that project future 
earnings by using a statistical search method. These items are evaluated on their 
ability to predict the direction of one-year-ahead earnings. No conscious attempt is 
made to assess predictive ability on the basis of what the authors think should work or 
what has been observed to work from experience. The 68 possible predictors are 
assessed after a survey of financial accounting and financial analysis texts. In contrast 
to Ou and Penman's data-driven approach, Lev and Thiagarajan (1993) identify 12 
accounting-related fundamental signals appealing to economic intuition. 
Insert Table 3 here 
Lev and Thiagarajan (1993) provides empirical evidence that analysts draw explicit 
inferences about the persistence of earnings by testing the value relevance of the 12 
fundamental signals. These signals are calculated so that the association between each 
one of them and current returns is negative. For example, in the case of Inventory, an 
increase that outstrips sales is predicted to indicate bad news for earnings and vice 
versa. Disproportionate (to sales) increases in Accounts receivable convey negative 
signals. Analysts perceive decreases relative to industry average level in capital 
expenditures and R&D intensities negatively. LIFO earnings are regarded as more 
sustainable or closer to "economic earnings" than FIFO earnings. The use of the LIFO 
inventory method is considered as a positive signal, depicted by a dummy variable. 
Auditors' qualifications are identified by an indicator variable. A reduction in the 
effective tax rate is perceived to reflect less persistence and thus indicates poor future 
performance. A relative (to sales) decrease in order backlog (defined as the dollar 
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amount of firm unfilled orders at year-end) may suggest unrealized sales were 
recorded in the current period, thus a negative signal of future earnings. The empirical 
results indicate that the coefficients of the Gross Margin, S&A Expenses, Inventory 
and Order Backlog are significantly negative in most years. Abarbanell and Bushee 
(1997) have examined the relationship between 9 of the fundamental signals in Lev 
and Thiagarajan's full sample (1993) and future earnings changes. Based on the direct 
association between individual signals and future earnings changes, they argue that 
there is an economic justification for analysts and investors to rely on numerous 
financial statement signals to assess a firm's future performance. 
Sougiannis (1994) investigates the extent to which R&D expenditures impact 
future earnings. Kerstein and Kim (1995) test the incremental information content of 
capital expenditures. Amir and Lev (1996) and Lev (1997) argue that financial 
information is of limited value to investors when valuing service and technology-
based firms that invest heavily in intangibles. To solve this problem, they investigate 
information about intangible assets in financial statements. Bernard and Noel (1991) 
examine the ability of inventory disclosures to predict future sales and earnings. 
Stober (1993) extends the work of Bernard and Noel (1991) by exploring the 
usefulness of accounts receivable disclosures. Hodgson and Clarke (2000a) 
investigate the impact of leverage on earnings and return association by an arctan 
(inverse tangent) specification as applied by Freeman and Tse (1992). 
3.2 Studies on value relevance of financial statement items 
A large body of research demonstrates that accounting numbers and, in 
particular, earnings have information content. Yet earnings appear to explain only a 
small fraction of the total variation in returns. Lev (1989) summarizes the findings of 
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a number of studies employing earnings response coefficient (ERCs) models which 
appeared in the three major accounting research journals over the period 1980-1988, 
and finds that the correlations between earnings and stock return is generally very low 
(r2 of two to five percent). A number of previous studies have tried to offer 
explanations for the weak association between earnings and returns by obtaining more 
information to evaluate the earnings persistence. 
3.2.1 Models used in value-relevance studies of financial items 
Researchers in accounting often choose between return models, in which 
returns are regressed on scaled earnings variables, and price models, in which stock 
prices are regressed on earnings per share. Several papers discussed the conceptual 
advantage and disadvantages of price and return models. Kothari and Zimmerman 
(1995) argued that price models did not measure information arrival over a period. In 
an efficient market, the impact of information over a period is measured by stock 
returns. In this paper, I use the return model because my study focuses on the 
predictive ability and value relevance of accounting data over one year. 
Ever since Ball and Brown (1968) used a simple nonparametric method and 
focused on the question of whether accounting earnings are associated with returns, 
subsequent studies have refined the methodology for both theoretical measurement 
and statistical techniques. An important and popular refinement is a linear statistic 
model that uses the unexpected earnings variables as a regressor to explain risk-
adjusted returns. Lev and Thiagarajan (1993) expand the traditional return-earnings 
regression by including independent variables of twelve fundamental signals, which 
help analysts to forecast the profit of a firm by providing the whole picture of a firm's 
financial status and growth. Since then, various accounting variables have been added 
to this model, and their "incremental information content" is assessed by testing the 
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statistical and economic significance of their coefficients, e.g., Sougiannis (1994); 
Kerstein and Kim (1995); Amir and Lev (1996). 
However, the assumption of a linear relation between stock returns and 
earnings has been challenged by many researchers, e.g., Cheng, Hopwood and 
Mckeown (1992); Freeman and Tse (1992); Das and Lev (1994). Kerstein and Kim 
(1995) examine the incremental information content of capital expenditures with a 
nonlinear regression including interaction variables between unexpected capital 
expenditures and growth factors. Ali (1994) investigates the value relevance of 
working capital and cash flow from operations by allowing for nonlinear relations 
between returns and each of three performance variables (earnings, working capital 
and cash flows). He divides the sample into groups with high or low levels of 
earnings, working capital and cash flows and uses dummy variables to indicate to 
which group the firm belongs. 
3.2.2 Change versus level of earnings 
Many studies indicate that earnings persistence is related to the magnitude of 
earnings and unexpected earnings. Brooks and Buckmaster (1976) suggest that 
extreme values of unexpected earnings primarily reflect transitory surprise. The 
common practice of assessing unexpected earnings in emerging market assumes that 
earnings follow a random walk, e.g., Haw, Qi and Wu (2000). The random walk 
model assumes that earnings innovations are permanent and will persist into the 
future. Easton and Harris (1991) combine the book value valuation model and 
earnings valuation model and conclude by using a time series sample that both the 
current earnings level and earnings-change variables play a role in security valuation. 
They further indicate that the current level of earnings is a better proxy for unexpected 
earnings when earnings are transitory. Ali and Zarowin (1992) also determine that for 
10 
firms with permanent earnings in the previous period, the incremental explanatory 
power of earnings level variables in return-earnings regressions is small. However, 
firms with transitory earnings have a much greater increase in the earnings response 
coefficient as a result of including the earnings level variables. These studies suggest 
that earnings level variables should be better independent variables than earnings 
change variables because of the predominantly transitory earnings of Chinese listed 
firms. 
3.3 Other factors affecting fundamental analysis 
3.3.1 Positive versus negative earnings 
Hayn (1995) investigates the information content contained in losses. 
Evidence in her study shows that returns have a lower response to losses than to profit 
and that the inclusion of losses in the sample has lowered the overall slope coefficient 
for earnings. She concludes that the lower earnings response coefficients (ERCs) for 
losses are due to the existence of an implicit option held by shareholders to liquidate 
the firm. Alternatively, Guay et al. (1996) indicates that losses reported by some firms 
are due to managers' taking a ‘big bath', where the losses are temporary and are 
expected to reverse to profitability in future periods. Basu (1997) also attributes the 
lower ERCs of losses to the transitory nature of negative earnings and shareholders' 
expectation of earnings reversal. 
3.3.2 Earnings persistence 
Using a time series of past earnings relations to forecast future earnings has a 
long history. Kormendi and Lipe (1987) and Easton and Zmijewski (1989) 
characterize earnings persistence as a stationary, firm-specific phenomenon and 
estimated parameters of earnings persistence from time-series data on earnings. 
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Ramakrishnan and Thomas (1991) distinguish three types of earnings events: (1) 
permanent, and expected to persist indefinitely; (2) transitory, which affect earnings 
in the current year but will not affect future years; and (3) price irrelevant, with no 
impact at all. Most of the studies of earnings persistence take the bottom line of 
earnings excluding extraordinary items as variables under the assumption that the 
effect of transitory and price irrelevant events with regard to earnings is normally 
distributed and averaged to zero, e.g., Ou and Penman, 1989; Lev and Thiagarajan, 
1993. Other studies examine the impact of earnings persistence by decomposing 
earnings into recurring versus non-recurring items. Elliott and Hanna (1996) report 
that investors place less value on special items than earnings before special items. 
Collins, Maydew and Weiss (1997) document a shift in value-relevance from earnings 
to book values over a 40-year period due to an increase in non-recurring items. 
Chinese GAAP requires the non-recurring earnings to be reported separately 
from operating income. Previous studies indicate that the qualities of earnings 
components differ greatly, because non-core profits are a much more convenient 
means of earnings management for Listed Chinese firms than for those in the West; 
e.g., Haw, Qi, Wu and Zhang, (1999); Chen and Yuan (2000). This is because most 
listed firms' majority shares are held by a parent SOE. As a result it is easy for them 
to create profit by "asset restructuring", which takes the form of selling fixed assets or 
equity investment to parent firms. Listed Chinese firms manipulate profits from such 
related-party transactions (Chen and Yuan, 2000). Thus, it is reasonable to assume 
that profit from operating activities is more persistent than profit from non-core items, 
and that the earnings of firms with a high proportion of profit from core operating 
activities are more persistent and predictable than those of firms whose profit is 
largely derived from non-core operating activities. 
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3.4 Studies on financial statement information in the Chinese stock market 
Most of the studies on Chinese capital markets focus on the value-relevance of 
summary accounting information; that is, annual earnings, interim earnings, and cash 
flows. Haw, Qi and Wu (1999) find earnings under the People's Republic of China 
Accounting Standards (PRC-GAAP) are value-relevant to A-share investors. They 
document that good news firms release their annual reports earlier than bad news 
firms, and loss firms release their annual reports the latest. Ma (2000) finds the 
interim earnings information is value-relevant to Chinese investors. Li (2001) finds 
that cash flow information has incremental information content on earnings. Only a 
few studies have investigated other information in financial reports. Chen, Su and 
Zhao (2000) have tested the value-relevance of an auditor's opinion. Chen, Chen and 
Su (2001) examine the value-relevance of earnings and book value with respect to 
four factors including positive vs. negative earnings, firm size, earnings persistence 
and liquidity of stock. Their findings indicate that investors in China differentiate 
positive earnings from negative earnings but do not distinguish earnings with more 
permanent components from those with less permanent components. Earnings and 
book value are more value-relevant for firms whose stocks are more liquid as 
measured by higher public share holdings. 
4. Hypotheses Development and Research Design 
4.1 Predictive ability of earnings components and fundamental items 
The aim of the first part of this study is to determine what information in 
financial statements has predictive ability. The following hypothesis is designed to 
test the predictive ability of fundamental items. It is presented in the null form. 
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Hypothesis 1: There is no relationship between selected fundamental signals and 
future earnings change. 
Fundamental items include two types: earnings components and non-earnings 
items. As I explained before, the earnings components are assumed to have different 
qualities, and thus comprise different predictive ability. 
In the first stage, I select possible financial items on the basis of studies of Ou 
and Penman (1989) and Lev and Thiagarajan (1993). Following Lev and Thiagarajan 
(1993), Table 4 shows the definition and calculation of fundamental signal candidates. 
The first three items are components of earnings and the rest six items are non-
earnings fundamental items. 
Insert Table 4 here 
4.1.1 Unexpected Operating Income 
Unexpected operating income is defined as: 
[Operating incomct - E(Operating incomet)]/ Market value of equityt 
Where E(.) denotes market expected value.; Market value of equityt is the firm's 
market value of total equity at the beginning of year t. Similar to most of the previous 
Chinese studies, e.g.. Haw, Qi and Wu, 2000, a random walk model is used to proxy 
for the market expectation, 
E(Operating incomet) = Operating incomet.i. 
I deflate the unexpected income by market value of equity at the beginning of the year 
to consist with the earnings measurement in return models in value relevance test. 
Unexpected operating income is measured as: 
(Operating incomet - Operating incomet.i)/Market value of equityt 
It is expected to be negatively associated with earnings changes of the following year. 
Penman (1992) provides evidence to support mean reverting in the indicators of 
earnings persistence. Thus, I expect that the earnings increase cannot persist into the 
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next year. The following two signals of earnings components are measured similarly 
to operating income. 
4.1.2 Unexpected Investment Income 
It is unclear if increases in investment income are good news or bad news in 
the Chinese capital market. Previous studies indicate that Profit from Assets-
Reconstruction (a kind of related-party transaction) is the main element of investment 
income, especially for loss-making firms seeking to extricate themselves from 
negative financial situations. If assets-reconstruction can improve the profitability of 
firms, it is good news. However, if it used to manipulate current profit, it is a bad 
news. 
4.1.3 Unexpected Non-operating income (expenses) 
The increase in non-operating income may indicate a decrease of earnings in 
the next year. Mangers can manipulate this part of profit with relative ease by sales of 
assets or equity investment. Most of the non-operating income is "paper-profit", 
which is not part of a firm's actual income and is mainly used to avoid sharp declines 
in net profit or avoid losses. Thus, increase of non-operating income is often 
associated with operation difficulties. Even if the non-operating income results in 
positive cash flow, it is transitory. If extraordinary items result in profit, it follows that 
in subsequent years there will be fewer such extraordinary items. From this 
perspective, an increase of non-operating income may indicate decreases of profits 
from extraordinary items and net profit in the future. 
The following 6 fundamental items are non-earnings signals related to the 
future operating income. They are designed to be positively associated with future 
earnings change. 
4.1.4 Accounts receivable 
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Referring to Lev and Thiagarajan (1993), I compute for each sample firm and 
year the following accounts receivable signal: 
A Sales- A AR 
Where A denotes annual percentage change. The annual percentage change in 
accounts receivable is defined as: 
[AR-E(AR)]/E(AR) 
Where E(.) denotes expected value, calculated by the random walk model. Thus, the 
annual percentage change in accounts receivable is measured as: 
(ARt- ARt-i)/ARt.i 
The percentage change of sales is defined in the same way. The following 3 signals 
are measured similar to the accounts receivable signal. A disproportionate (to sales) 
decrease in accounts receivable is a positive signals. It may suggest that it is easy to 
sell the firm's products and receive cash. It also suggests an increasing likelihood of 
future earnings increase from decreases in receivables' provisions. 
4.1.5 Inventory 
This signal is measured as 
A Sales- A Inv. 
Sales increases that outrun inventory are frequently considered a positive signal 
because they indicate an increasing demand for products. They also suggest decreases 
in obsolete items and less overhead cost absorption, which is good news for current 
and future earnings. There are many inventory-holding motives, such as smoothing 
production in the face of fluctuating sales, minimizing stock-out costs, and 
speculating or hedging against future price movements. An inventory increase might 
sometimes convey a positive rather than a negative signal. However, when inventories 
increase more than sales, it may result from an unexpected sales decrease, loss of 
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inventory control, or growth of obsolete inventory items, all of which reflect 
negatively on future earnings. Previous studies, e.g., Lev and Thiagarajan (1993), also 
indicate that inventory increases that outrun cost of sales increases are considered a 
negative signal. 
4.1.6 Gross margin 
This signal is measured as 
A GM-A Sales 
Gross margin increases that outrun increases in sales is expected to be positive 
signals for future earnings. This item indicates the relation between the firm's input 
and output prices. This relation is driven by underlying factors, such as intensity of 
competition and operating leverage (the relation between fixed and variable 
expenses). Variations in these underlying factors, indicated by changes in gross 
margin, obviously affect the firm's performance and are therefore informative with 
respect to earnings persistence and firm values. 
4.1.7 Selling and Administrative Expenses 
This signal is measured as 
A Sales- A S&A 
A disproportion (to sales) decrease of S&A is considered a positive signal, which 
suggests a more efficient managerial cost control. 
4.1.8 Fixed assets 
I use an industry benchmark for the investment in fixed assets. This signal is 
defined as the annual percentage change in the firm's items minus the annual 
percentage change in the corresponding industry. 
A Firm's Fixed assets - A Industry's Fixed assets 
A disproportionate increase of the firm's fixed assets to the industry average assets is 
a negative signal of one-year-ahead earnings change. New capital projects do not 
17 
usually affect earnings immediately in the following year but the related depreciation 
in the following year increases to reduce the firm's earnings (Abarbanell and Bushee, 
1997). 
4.1.9 Long-term debt 
Several studies investigate whether firm financial leverage influences the 
earnings performance. There are debates in literature. On one hand, high leverage 
increases exposure to interest rate risk, which may result in more volatile and less 
persistent cash flows. On the other hand, as leverage increases, management may be 
expected to strive to maintain consistent and stable cash flows so as to reduce the 
probability of a liquidity crisis resulting in loan default costs. Consistent with prior 
studies, e.g., Hodgson and Clarke (2000)，I use the industry mean to proxy for an 
optimal change of LT debt. Similar to fixed assets, Debt-equity is measured as: 
A Firm's long-term debt - A Industry's long-term debt 
Hodgson and Clarke (2000) indicates that earnings are likely to be more transitory 
when firms are highly levered, because of greater exposure to interest rate volatility or 
accruals manipulation to reduce proximity to debt covenants. They also find that 
greater incremental information of cash flows for above optimal leverage firms 
because of an increasing likelihood of earnings manipulations. At the same time, just 
as the investment in fixed assets, a time lag between long-term debt and earnings from 
new projects financed by the debt is also possible. Thus, I expect the larger increase 
of long-term debt than industry average level is a negative signal to one-year-ahead 
earnings change. 
The second stage of exploring connections between financial items and future 
earnings comprises an assessment of the predictive ability of candidate signals. By 
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utilizing annual report data from the Chinese stock market for each year from 1993 to 
2000, I analyze earnings changes between the current year and the next year. Each 
descriptor is included as an explanatory variable in both univariate and multivariate 
logistic earnings prediction models, in which the dependent variable is the direction of 
operating profit changes in the following year. To be consistent with Ou and Penman 
(1989), Lev and Thiagarajan (1993), the dependent variable in the model is the 
change in earnings before extraordinary items. Chinese GAAP does not clearly 
define extraordinary items. Previous studies (e.g., Haw, et al., 1998; Chen, 2001) 
indicate that Chinese managers have considerable discretion in manipulating earnings 
through various line items below operating income. At the same time, all the six 
fundamental signals selected in the first stage are all related with the core operation. 
Thus, I use the change of operating income as dependent variable. Ou and Penman 
(1989) define the earnings variables in year t+1 as epSt+i 一 epst -driftt+i to account for 
firm-specific trends. The drift term refers to the mean earnings-per-share change over 
the four years prior to year t+1. Abarbanell and Bushee (1997) use the one-year-ahead 
earnings change, measured as EPSt+i — EPSt as dependent variable. In this study, I use 
the one-year-ahead earnings change to account for firm-specific trends. The 
assumption is that the drift is zero. Since earnings forecasts are seldom disclosed for 
the A-shares of listed Chinese firms, most studies about the Chinese stock market 
(e.g., Haw, Qi and Wu, 1999)) use the random walk model to calculate unexpected 
earnings. The assumption that the drift is zero is consistent with the assumptions of 
the random walk model. 




FECt+1 =1 if the change in operating income of the following year is positive; and 0 
otherwise; 
AOIt = Unexpected operating income in year t; 
Allt =Unexpected investment income in year t; 
AElt = Unexpected non-operating income in year t; 
FSj,t = Non-earning fundamental signals in year t. 
The earnings variable of the following year is specified as a binary outcome; 
that is, an earnings increase or earnings decrease. Financial statement descriptors 
published in any given annual report are selected on the basis of their ability to predict 
the direction of the annual earnings change in the following year. There is a loss of 
information in the binary specification. However, given outliers common to 
accounting data, estimation with dollar magnitude might produce parameter estimates 
that perform poorly in out-of-sample predictions because of estimation errors. 
In order to fully utilize earnings information, I follow Abarbanell and Bushee 
(1997) and run regressions between the change in operating income of year t+1 and 
fundamental signals in year t for each year. 
6 
FEt+1 = ao,t +ai,tAOIt+a2,tAIlt+a3,tAEIt + ^ P j jFS . , +s t (2) 
FEt+i == (Operating income of year t+1 - Operating income of year t)/ Market value of 
total equity at the beginning of year t; 
AOIt = Unexpected operating income in year t; 
Allt =Unexpected investment income in year t; 
AEIt = Unexpected non-operating income in year t; 
FSj’t = Non-earning fundamental signals in year t. 
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Just as Ou and Penman (1989) have suggested, limiting an investigation to 
one-year-ahead earnings and disregarding information about earnings more than one 
year ahead produces a conservative bias to tests; that is, towards the null hypothesis 
that financial statement items have no predictive information content. However, the 
future performance of Listed Chinese firms is not easily predicted. This is especially 
true in the long term due to the lack of information disclosure, large operational 
transfers, and a short history of both stock market and listed firms (which have 
fluctuated widely as a consequence of government policy and macroeconomic 
factors). Hence, using one-year-ahead earnings to predict future earnings produces a 
bias, but it is smaller for the Chinese market than in mature markets. 
4.2 Value relevance of earnings components and fundamental signals 
To test the market reaction to signals that are associated with future earnings, I 
estimate the return models for each year. Lev and Thiagarajan (1993), and Abarbanell 
and Bushee (1997) both use the change of earnings in the return-earnings regression 
models. However, Easton and Harris (1991) demonstrate that both the level of 
earnings and unexpected earnings are associated with stock price. They also indicate 
that in situations where earnings/price ratios revert immediately to a mean, current 
earnings levels have more explanatory power for unexpected security returns than do 
earnings changes. Earnings' mean-reverting (non-persistent) is common in the 
Chinese stock market. In this study, I include both levels and changes of earnings in 
the return model. 
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I investigate the relation between fundamental signals and contemporaneous 
security returns to test if these fundamental signals convey value-relevant 
information. The null hypothesis is presented as follows: 
Hypothesis 2: There is no relationship between annual stock returns and fundamental 
signals. 
To examine the incremental value-relevance over earnings of selected 
fundamental signals, three cross-sectional regressions are investigated. The first is a 
conventional return-earnings regression. 
RETt= ao，t + ai，t Et + ot2，t AEt + |it (3) 
Where, 
RETt = Market-adjusted annual return in year t, cumulative monthly returns from the 
beginning of May of year t to the end of April of year t+1, adjusted for dividends and 
stock rights; 
Et = the annual earnings in year t, scaled by the market value of equity at the 
beginning of year t. 
AEt = the annual change of earnings in year t, scaled by the market value of equity at 
the beginning of year t-1. 
This regression is a benchmark. The next regression includes all the non-
earning fundamental signals as explanatory variables. Consistent with previous 
studies, I test the incremental information content of fundamental signals beyond 
earnings. 




RETt = Market-adjusted annual return in year t, cumulative monthly returns from the 
beginning of May of year t to the end of April of year t+1, adjusted for dividends and 
stock rights; 
El = the annual earnings in year t, scaled by the market value of equity at the 
beginning of year t. 
AEt = the annual change of earnings in year t, scaled by the market value of equity at 
the beginning of year t. 
FSj，t = One of the six fundamental signals of year t, 
Model (4) is used to test the value-relevance of fundamental signals. It 
indicates the incremental information of signals beyond earnings. 
In model (5) I include the three earnings' components instead of earnings: 
6 
RETt=ao,t+ai,tOIt+a2,tIIt+a3,tEIt+a4,tAOIt+a5,tAIIt+a6,tAEIt + ^  P j j F S ” (5) 
Where, 
RETt = Market-adjusted annual return in year t, cumulative monthly returns from the 
beginning of May of year t to the end of April of year t+1, adjusted for dividends and 
stock rights; 
Olt = Operating income in year t, scaled by the market value of equity at the 
beginning of year t; 
lit =Investment income in year t, scaled by the market value of equity at the beginning 
of year t; 
Elt 二 Non-operating income in year t, scaled by the market value of equity at the 
beginning of year t; 
AOlt = Unexpected operating income in year t, 
Allt =Unexpected investment income in year t, 
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AEIt = Unexpected non-operating income in year t, 
FSj’t = One of the nine fundamental signals of year t. 
This model tests whether decomposing the earnings can increase the 
explanatory power of earnings to returns. Model (4) is the benchmark against which 
model (5) is evaluated. Model (5) is also used to test how investors in the Chinese 
stock market price the earnings components. If the market is efficient enough to 
utilize the earnings quality for share valuation, we expect higher coefficients of 
Operating profit than those of other earnings components in equation (5). F-tests are 
used to compare the equality of coefficients of operating income and coefficients of 
other earnings components. 
5. Sample Selection 
The predictive ability of financial statement descriptors is assessed using the 
annual report data of A-share companies listed on the Chinese stock market from 
1993 to 2000. Financial data and trading data are collected from the Chinese Stock 
Market and Accounting Research (CSMAR) database. 
The A-share firms included in the full sample meet the following criteria. 
1. All have published annual reports from 1993 to 2000. 
2. All have traded continuously and thus have stock prices for the period 1993-
2000. 
3. None belongs to the banking industry. 
Insert Table 5 here 
As shown in Table 5, the full sample includes 4784 firm years. Among them, 
13 firm years have negative Net sales and are deleted from the sample. Financial data 
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from 1993 are used to calculate the change value of 1994. 176 firm years of 1993 are 
excluded from the full sample. 747 firm years are first-listed years and have no 
change numbers to calculate signals. 1054 firm years of 2000 are excluded from the 
prediction model because they lack earnings change for the next year. Three firm 
years have unusual proportion of operating/non-operating income and 44 firm years 
with no data regarding market price are also excluded. The final sample includes 2747 
firm years. The sample is divided into 5 industries according to CSMA database, 
Manufacturing, Retail, Real estate, Utilities and Conglomerates. The industry data of 
Fixed Assets and LT Debt is calculated according to this 5-industry classification. 
6. Empirical Results 
6.1 Descriptive statistics 
The year-by-year descriptive statistics of the variables in three prediction 
models are reported in panel A of Table 6. 
Insert Table 6 here 
Panel B presents the descriptive statistics of variables in value-relevance tests. The 
one-year-ahead change of operating income has very large standard deviation. The 
mean is much larger than media in each year, indicating that a few extreme large 
outliers exist. This may cause some bias in the regression results. I'll test it further in 
the sensitivity tests by delete large outliers. 
The correlation among the signals is reported in Table 7. 
Insert Table 7 here 
GM is positively correlated with change of operating income, which makes sense due 
to the positive relation between gross margin and operating income. S&A is positively 
correlated with change of operating income in all the 6 years, which is opposite to the 
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intuition. However, the correlation coefficients are relatively small. It does not 
indicate a multicollinearity problem. 
6.2 Results of predictive ability tests 
Table 8 presents the results of relation between future operating income 
changes and current earnings components changes and fundamental signals, tested by 
the univariate-logistic model, multi-logistic model and regression model. 
Insert Table 8 here 
Some of the yearly coefficients show consistent and significant signs. The significant 
coefficients reject hypothesis 1. For each year, if the signs of two or three models are 
the same, I assign this sign as the sign of that year. 
The current unexpected operating income is negatively associated with the 
one-year-ahead change of earnings and the coefficients are significant in all the years 
and the pool sample, consistent with the prediction. It indicates that the mean 
reverting problem of operating profit is serious and common in Chinese stock market. 
The listed firms cannot keep the current operating profit level. Investment income is 
positively associated with future operating income changes. Non-operating income is 
negatively associated with one-year-ahead operating income change in 4 years, 
consistent with prediction. However, the coefficients of investment income and non-
operating income are not significant. Just as predicted, the coefficients of Fixed assets 
are negatively significant in 4 years and in pool. Another significant signal is S&A 
expense, which is negatively associated with one-year-ahead change of earnings in 5 
out of 6 years, opposite to the expectation. It may due to the positive correlation 
between S&A and current operating profit. The coefficients of LT Debt are 
negatively, consistent with expectation. However, the coefficients are not significant. 
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The other three fundamental signals, AR, Inv. and GM, don't show consistent signs as 
predicted. 
Overall, three signals show consistent and significant signs as prediction. They 
are Unexpected operating income, S&A and Fixed assets. The coefficients of Non-
operating income and LT Debt have the same sign as predicted, but are not 
significant. 
6.3 Results of value relevance tests 
The value relevance tests results are presented in Table 9. 
Insert Table 9 here 
Panel A presents the regression results of return on earnings level and earnings 
changes. It indicates that both change and level of earnings are value relevant in 1994 
and 1997. In 1995 and 1996，only level of earnings is value-relevant. In 1998 and 
1999, only change of earnings has information content. The same pattern is disclosed 
in Panel B. Previous studies (Easton and Harris, 1991; Ali and Zarowin, 1992) 
indicated that for firms with permanent earnings in the previous period, the 
incremental explanatory power of earnings level variable in return-earnings 
regressions is small while the current level of earnings is a better proxy for 
unexpected earnings when earnings are transitory. The explanatory power of earnings 
level and changes disclosed in Panel A and B suggests that the earnings permanence 
of Chinese listed firms has been increasing. 
Panel B display the results of return on earnings and fundamental signals. 
Compared with the adj. R^ of Panel A, we can find that the fundamental signals have 
incremental explanatory power beyond the current-year earnings and earnings 
changes. In every year，the adj. R? of Panel B is larger than that of Panel A. The F-test 
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indicates that the combined contributes of fundamental signals and earnings to the 
explanation of return variability are statistically significant. The coefficients of 6 
fundamental signals are not consistent, indicating that the market does not value the 
non-earnings fundamental signals. Although S&A and Fixed assets have predictive 
information, they are not value relevant. 
Panel C of Table 9 presents the results of decomposing the earnings into three 
components. Comparison of the adj. R? in Panel C with those in Panel B indicates that 
decomposing earnings contributes to the explanation of excess return variance. In 
almost every year, the adj. R^ in Panel C is larger than that in Panel B. In most of the 
years, the earnings components show positive coefficients. The coefficients of 
Unexpected operating income are significantly positive in most of the years, although 
predictive ability tests indicate that Unexpected operating income is negatively 
associated with one-year-ahead earnings. It suggests that the market cannot 
distinguish the temporary and relatively permanent profit. 
In summary, three signals. Unexpected operating income, S&A and Fixed 
assets are negatively associated with one-year-ahead earnings changes but the non-
earnings fundamental signals are not value relevant. 
7. Impact of Two factors: Loss & Earnings Persistence 
In this section, I analyze the impact of losses and earnings persistence on the 
predictive ability and value relevance of fundamental items. Consistent with 
predictive ability tests, losses here refer to negative operating income. Earnings 
persistence is measured by proportion of operating income in pre-tax income. I divide 
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the sample into two groups based on each of the two factors. Dummy variables are 
employed to denote a firm's membership in each group. 
Firstly, the sample is split between companies reporting positive and negative 
operating income. The dummy variable (Di) equals to 1, if the firm reports positive 
net earnings, and 0 if the firm reports negative net earnings. Secondly, the sample is 
split into high versus low permanent earnings group based on the median of 
proportion of operating income to pre-tax earnings. The dummy variable (D2) equals 
to 1 if a firm belongs to the group with higher proportion of operating income. 
Regression (1), (2) and (5) are modified to combine operating income and losses, 
operating income and earnings persistence addictively. 
6 
FECt+,/FEt+, = ao,t "h i^iDi -+7120,x AOIt + a , . t A O I t + a 2 , t A I I t + a 3 , t A E I t + St (6a) 
；=1 
6 
FECt+i/FE…=ao.t -^2x02 +T22D2 x AOIt +auAOIt+a2.tAIIt+a3,tAEIt + Y a P j � t F S j ’ t + St (6b) 
RETt=ao,t+yiiDi +ai,tOIt-^ i2DixOIt +a2,tAOIt-+7i3Di x AOIt +a3,tIIt+a4,tAIIt +a5,tEIt 
(7a) 
；=1 
RETt=ao,t+Y2iD2 +a,,tOIt-Hy22D2xOIt +a2,tAOIt+Y23 D2 x AOIt +a3,tIIt+a4,tAIIt +a5,tEIi 
J,FS J, + (7a) 
y=i 
Where, 
FECt+i =1 if the change in operating income of the following year is positive; and 0 
otherwise; 
FEt+i = (Operating income of year t+1 - Operating income of year t)/ Market value of 
total equity at the beginning of year t; 
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RETi = Market-adjusted annual return in year t, cumulative monthly returns from the 
beginning of May of year t to the end of April of year t+1, adjusted for dividends and 
stock rights; 
Olt = Operating income in year t, scaled by the market value of equity at the 
beginning of year t; 
lit =lnvestment income in year t, scaled by the market value of equity at the beginning 
of year t; 
Elt = Non-operating income in year t, scaled by the market value of equity at the 
beginning of year t; 
AOlt = Unexpected operating income in year t; 
Allt =Unexpected investment income in year t; 
AEIt = Unexpected non-operating income in year t; 
FSj,t = Non-earning fundamental signals in year t. 
Di = 1 for positive operating income firm, 0 for negative operating income 
D2 =1 for firms with proportion of operating income greater than median, 0 otherwise. 
1 expect Yii，Y12 in (6a) and yii, Y12, Y13 in (7a) to be positive, indicating that 
fundamental signals of firms reporting positive operating income have greater 
predictive ability of future earnings and more information content. 丫21, In in (6b) and 
Y21, Y22, Y23 in (7b) are also expected to be positive, indicating that both the predictive 
information and value relevance of fundamental signals in high group are greater than 
those in low group. 
7.1 Positive versus negative operating earnings 
Table 10, panel A presents the results of predictive ability tests after including 
the dummy variable assessing the impact of losses. 
Insert Table 10 here 
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As expected, yn are significantly positive from 1996 to 1999 and in full sample, 
indicating that the unexpected operating income of loss firms has less association with 
next year earnings change. It is consistent with the transitory nature of negative 
earnings and earnings reversal. The results of value-relevance tests are presented in 
Table 10, panel B. Consistent with the predictive tests, the coefficients of Y12 are 
significantly positive from 1996 to 1999 and in the full sample, yo are significantly 
positive in 1995，1996 and the full sample. It indicates that the earnings of loss firms 
have less information content than those of firms reporting positive earnings in year 
1995 to 1999. Yii in panel A and B of Table 10 are not significant and the signs are 
not consistent year by year, indicating that losses do not affect the predictive ability 
and value relevance of fundamental signals excluding operating income. 
7.2 High versus low permanent earnings 
The results of impact of earnings persistence are presented in Table 11. 
Insert Table 11 here 
Opposite to the expectation, the coefficients of 721 and 722 in panel A are negative in 
most of the years, indicating that firms with lower permanent earnings have more 
predictive information in current fundamental items than firms with higher permanent 
earnings. It is opposite to the expectation that the earnings persistence of firms with 
higher proportion of operating earnings is higher than that of firms with lower 
proportion. The 722 in panel B are significantly negative in most years, indicating that 
investors in China price the earnings with lower permanent components higher than 
those with less permanent earnings as measured by proportion of operating income. 
One possible explanation to the surprising results is that Chinese investors perceive 
the investment income and non-operating income as more permanent than 
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theoretically defined due to the fact that the majority of listed firms in China use these 
items to boost accounting earnings. 
8. Sensitivity Tests 
In order to test the robustness of the findings, I try alternative ways to estimate 
the variables used in this study. First, I substitute the change of pre-tax earnings for 
the change of operating income in the prediction models. The results of predictive 
information are weaker than those reported in Table 8 and Table 10. No fundamental 
non-earning signals are significantly associated with one-year-ahead pre-tax earnings 
changes, indicating that the changes of net earnings are largely due to changes in non-
core operating income. Second, I deflate the variables by total assets instead of total 
market value. The results are similar to those shown in Table 8 to Table 11. 
Descriptive statistics in Table 6 indicate that the one-year-ahead change of 
operating income is positively skewed. I delete top 5% of the one-year-ahead change 
of operating income. The six-year average standard deviation, mean and media are 
78.31, -6.58 and -6.92, respectively. The results of both predictive tests and value 
relevance tests are similar with those of full sample. Firstly, in the predictive tests, the 
coefficients of S&A are not significant. The coefficients of Unexpected operating 
income and Fixed assets are significantly negative, similar to the results of full 
sample. Secondly, in the value relevance tests, the non-earning fundamental signals 
have no incremental information content beyond earnings, consistent with the results 
of full sample. Finally, the two factors, losses and earnings persistence, have the same 
impact on the samples deleted outliers as on the full sample. 
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9. Conclusions 
This study provides an empirical examination of whether the current 
fundamental information has predictive information for Chinese listed firms and 
whether domestic investors in Chinese stock market perceive such information and 
value the stock price with it. Using a sample of all available A-share observations in 
Shanghai and Shenzhen Stock Exchanges from 1993 to 2000, I obtain evidence of 
predictive information contained by fundamental signals. The results indicate that the 
fundamental analysis is useful to predict the future earnings in China A-share market. ) 
Unexpected operating income, Fixed assets and S&A are negative signals of one-
year-ahead earnings changes. However, the market does not value the stock prices 
with such predictive information. The significantly negative association between 
current unexpected operating income and one-year-ahead operating income change 
indicates that the mean reverting problem of operating income is serious in Chinese 
stock market. It may indicate a poor earnings persistence of Chinese listed firms. 
I further examine whether predictive ability and value relevance change are 
affected by losses and earnings persistence. Consistent with previous studies, the 
predictive ability and the value relevance of current fundamental items of firms with 
profit are greater than those of loss firms. As to the earnings persistence, the empirical 
results provide evidence that earnings of firms with lower proportion of operating 
earnings is more persistent and value relevant than earnings of firms with higher 
proportion of operating earnings. One possible explanation is that Chinese investor 
perceive the investment income and non-operating income as more permanent than 
theoretically defined due to the fact that the majority of listed firms in China use these 
items to boost accounting earnings. 
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By comparing with Lev and Thiagarajan (1993) and Abarbanell and Bushee 
(1997), the following differences of fundamental analysis can be concluded between 
China and US markets. Firstly, the fundamental signals in US market have broader 
extent because of higher information disclosure level. Secondly, fundamental signals, 
such as Inventory, Gross margin, have both predictive ability and value relevance in 
US market. However, the investors in Chinese stock market cannot value the stocks 
by fundamental signals, which are related with future earnings. It is mainly due to the 
short history of Chinese stock market and less sophistication of Chinese investors. 
Finally, previous studies about matured markets indicate that more persistent earnings 
have more value relevance. However, this study shows opposite results in China. It 
may due to the fact that the majority of listed firms in China use investment income 
and non-operating income to boost accounting earnings so that Chinese investor 
perceive these items as more permanent than theoretically defined. 
The main contribution of this study is to investigate the prediction of future 
earnings in China stock market for the first time. Although the predictive ability of 
fundamental signals is limited, this paper does find some useful information shedding 
light on the prediction of future earnings. Current change of operating income and 
Fixed assets are indicators of one-year-ahead earnings change. The investor may 
consider this information when making investment decisions. 
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(Prepared under the Ministry of Finance of PRC (1998) Accounting System for 
Shareholding Companies: Accounting and Statements) 
I. Sales 
Minus: Sales discount 
Net Sales 
Minus: Cost of goods sold 
Tax for sales 
II.Profit from core operations 
Plus: Profit from other operations''^  





Plus: Investment income^ 
Subsidized income 
Non-operating income'^  
Minus: Non-operating expenses 
IV.Profit before tax 
Minus: Income tax 
Minority interest 
V. Net profit 
a: Profit from other operations includes rental income, income from selling raw 
materials, income from consignment, etc. 
b: Investment income includes short-term, long-term debt and long-term equity 
investment income and loss. 
c: Non-operating income (expenses) includes gain/loss incurred in activities irrelevant 
to the business operations, such as disposal of fixed assets, debt restructuring, assets 
revaluation, donation and fines. 
39 
Table 2 
Descriptive Statistics of Earnings Components 
Panel A: Descriptive statistics of proportions of operating income 
1994 1995 1996 1997 1998 1999 
N 161 269 290 505 711 811 
Mean 65.80% 35.70% 32.00% 44.50% 57.59% 51.65% 
Std Dev 0.44 2.58 2.32 2.04 1.51 1.73 
Max 146% 320% 1367% 1729% 1207% 1081% 
Q3 94% 95% 97% 95% 97% 97% 
Med 75% 80% 77% 83% 84% 85% 
QI 51% 49% 36% 50% 61% 60% I 
Min -243.00% -30% -2050% 2521% 2218% 1978% ! 
1 
Panel B: Median proportions of main components of earnings 
1994 1995 1996 1997 1998 1999 : 
1 
Operating Income 75.00% 80.00% 77.00% 83.00% 84.00% 85.00% \ 
Investment ； 
Income 20.00% 15.00% 15.00% 9.80% 4.12% 3.48% 
Non-operating 
Income 0.30% 0.02% 0.10% 0.17% 0.21% 0.39% 
40 
Table 3 
Definition of Signals in LT's Paper 
Signals Measured as 
1. Inventory A' Inventory - A Sales^ 
2. Accounts Receivable A Accounts Receivable- A Sales 
3-4 Capital Expenditure, R&D A Industry capital expenditures or R&D-
A Firm capital expenditures 
5. Gross Margin A Sales- A Gross margin 
6. Sales and Administrative Expenses A S&A - A Sales 
7. Provision for Doubtful Receivables A Gross receivables- A Doubtful receivables 
8. Effective Tax PTE^ (Tt.i -Tt) 
9. Order Backlog A Sales- A Order Backlog ： 
10. Labor Force Annual percentage change in sales-per-employee 
11. UFO Earnings 0 for UFO; 1 for FIFO | I 
12. Audit Qualification 1 for Qualified; 0 for Unqualified 
1. A: Percentage annual change 
2. Sales: Net sales 
























































































































































































































































































































































































































































































































































































































































































































































































































































































































































Descriptive Statistics of Fundamental Signals and Future Earnings 
Panel A: Variables in predictive ability tests 
N Mean Sta.Dev. Median Q3 
1994 
One-year-ahead operating income change 161 44.3 260.95 -27.64 -2.49 37.83 
One-year-ahead pretax profit change 161 -10.10 21.01 -21.28 -8.38 3.42 
Operating income 161 -0.93 20.06 -11.81 -0.23 9.37 
Investment income 161 3.37 9.38 -0.71 1.48 7.69 
Non-operating income 161 1.75 5.87 -1.14 0.56 3.32 
AR 161 -1.12 6.06 -0.76 -0.14 0.27 
Inv. 161 -0.92 9.52 -0.43 -0.11 0.28 
GM 161 3.15 7.61 -0.01 1.62 3.76 
S&A 161 0.72 1.32 -0.22 0.91 1.29 
Fixed Assets 161 0.000001 1.15 -0.34 -0.13 0.21 
LT Debt 161 0.000001 1.51 -0.53 -0.25 0.13 
1995 
One-year-ahead operating income change 269 47.3 396.14 -39.35 -2.10 48.9 
One-yeai-ahead pretax profit change 269 -1.74 66.82 -14.07 1.12 13.41 
Operating income 269 -9.78 43.91 -23.91 -6.78 4.89 
Investment income 269 -4.00 15.62 -5.92 -0.70 1.41 
Non-operating income 269 -0.40 9.17 -2.08 -0.02 1.38 
AR 269 -0.45 3.34 -0.46 -0.08 0.30 
Inv. 269 -0.27 1.91 -0.43 -0.12 0.15 
GM 269 -0.56 0.78 -0.93 -0.69 -0.12 
S&A 269 -0.05 0.57 -0.10 0 0 
Fixed Assets 269 0.00 1.99 -0.36 -0.16 0.07 
LT Debt 269 -0.00001 9.10 -1.53 -1.12 -0.14 
1996 
One-year-ahead operating income change 290 54.23 358.16 -55.26 -8.18 71.35 
One-year-diead pretax profit change 290 7.40 100.61 -15.36 5.20 36.21 
Operating income 290 -12.65 56.08 -24.80 -4.67 8.82 
Investment income 290 5.64 32.47 -2.68 0.54 7.78 
Non-operating income 290 1.07 13.21 -1.39 -0.11 1.32 
AR 290 -0.52 2.56 -0.54 -0.15 0.14 
Inv. 290 -0.11 0.73 -0.29 -0.02 0.17 
GM 290 0.05 1.17 -0.21 -0.03 0.09 
S&A 290 -0.11 0.45 -0.27 -0.10 0.10 
Fixed Assets 290 0.00001 0.39 -0.19 -0.08 0.08 
LT Debt 290 0.00001 2.11 -0.61 -0.33 -0.04 
1997 
One-year-ahead operating income change 505 37.24 274.77 -31.16 -1.35 41.70 
Oiie-year-ahead pretax profit change 505 -2.98 69.91 -17.78 0.86 13.58 
Operating income 505 6.27 35.18 -5.53 4.13 15.69 
Investment income 505 1.12 14.69 -2.45 0.00 3.59 
Non-operating income 505 -0.33 7.01 -2.00 -0.14 0.48 
AR 505 -2.65 44.50 -0.41 -0.11 0.22 
Inv. 505 -0.30 3.56 -0.29 -0.01 0.26 
GM 505 -0.04 0.89 -0.15 -0.02 0.15 
S&A 505 0.03 1.10 -0.21 -0.01 0.19 
Fixed Assets 505 0 1.84 -0.33 -0.19 0.06 
LT Debt 505 0.00001 10.71 -1.51 -1.13 -0.29 
1998 
One-year-ahead operating income change 711 19.52 148.26 -25.63 -0.64 47.29 
One-year-ahead preUx profit change 711 3.35 56.91 -11.47 0.003 12.5 
Operating income 711 -3.92 42.01 -14.51 -0.62 9.11 
Investment income 711 -0.49 15.38 -3.10 -0.04 1-52 
44 
N Mean Sta.Dev. Q1 Median Q3 
Non-operatiiig income 711 -0.22 12.21 -1.70 -0.12 0.65 
AR 711 -0.51 2.73 -0.45 -0.10 0.20 
Iiiv. 711 -0.13 10.22 -0.41 -0.06 0.20 
GM 711 -0.96 26.76 -0.19 -0.03 0.12 
S&A 711 0.18 0.84 -0.06 0.25 0.51 
Fixed Assets 711 -0.000001 1.34 -0.40 -0.27 0.08 
LT Debt 711 0.000001 14.59 -1.75 -1.48 -0.48 
1999 
One-year-ahead operating income change 811 20.81 134.96 -29.89 -1.89 37.34 
One-year-aliead preUix profit change 811 3.43 64.51 -9.48 2.18 13.91 
Operating income 811 1.08 55.18 -10.21 0.55 11.32 
Investment income 811 0.94 12.52 -1.78 0.00 1.84 
Noii-operating income 811 0.41 10.88 -1.15 -0.03 0.81 
AR 811 -4.02 25.20 -0.79 -2.10 -0.16 
Inv. 811 0.27 7.34 -0.24 0.04 0.31 
GM 811 -0.44 13.65 -0.18 -0.02 0.13 
S&A 811 0.14 7.50 -0.41 -0.11 0.15 
Fixed Assets 811 0.000001 1.01 -0.25 -0.15 0.06 
LT Debt 811 0.00001 18.00 -2.22 -1.72 -0.44 
Panel B: Additional variables in value relevance tests 
N Mean Sta.Dev. Q1 Median Q3 
1994 
Market adjusted return 161 -0.02 0.29 -0.23 -0.11 0.09 
Net profit 161 36.01 17.00 25.00 34.20 46.51 
Change of net profit 161 3.73 225.01 -2.91 5.61 12.37 
Level of operating income 161 30.89 24.22 14.18 27.36 41.61 
Level of investment income 161 10.40 10.81 1.92 7.01 16.26 
Level of non-operating income 161 0.94 6.43 -0.72 0.06 2.65 
1995 
Market adjusted return 269 0.01 0.49 -0.26 -0.09 0.14 
Net profit 269 40.11 51.30 13.10 35.82 53.21 
Change of net profit 269 -14.52 39.08 -25.11 -10.11 3.78 
Level of operating income 269 38.91 62.31 6.68 25.62 56.20 
Level of investment income 269 9.91 13.82 1.61 4.82 14.55 
Level of non-operating income 269 1.12 8.48 -0.65 0.17 2.86 
1996 
Market adjusted return 290 -0.08 1.32 -0.88 -0.36 0.32 
Net profit 290 39.20 90.08 8.00 37.11 70.48 
Change of net profit 290 -6.12 63.51 -16.28 1.12 11.32 
Level of operating income 290 29.15 84.25 0.09 25.56 60.11 
Level of investment income 290 17.12 39.84 1.81 7.29 20.78 
Level of non-operating income 290 2.33 15.11 -0.97 -0.0002 1.81 
1997 
Market adjusted return 505 0.01 0.43 -0.28 -0.11 0.18 
Net profit 505 25.70 41.51 17.11 30.12 46.51 
Change of net profit 505 5.47 45.36 -4.23 3.29 14.28 
Level of operating income 505 23.61 40.41 8.38 26.01 44.58 
Level of investment income 505 7.60 15.40 0.42 3.28 10.32 
Level of non-operating income 505 1.22 6.79 -0.37 0.0003 1.47 
1998 
Market adjusted return 711 0.004 0.34 -0.20 -0.08 0.11 
Net profit 711 17.32 54.01 13.06 26.71 37.11 
Change of net profit 711 -3.94 47.32 -10.00 0.81 7.32 
Level of operating income 711 15.91 51.06 5.23 24.00 37.78 
Level of investment income 711 4.78 18.88 0.00 1.14 6.24 
Level of non-operating income 711 1.19 9.31 -0.45 0.01 1.13 
45 
N Mean Sta.Dev. Q1 Median Q3 
1999 
Market adjusted return 811 -0.03 0.70 -0.45 -0.22 0.15 
Net profit 811 17.31 66.88 11.91 24.46 37.11 
Change of net profit 811 1.95 59.65 -8.01 0.65 8.62 
Level of operating income 811 16.30 66.45 5.00 21.70 38.68 
Level of investment income 811 4.12 9.51 0.00 0.92 5.38 
Level of non-operating income 811 1.44 8.80 -0.29 0.05 1.32 
46 
Table 7 
Pearson Correlation Coefficients of Signals 
01 II NI AR Inv. GM S&A FA LT Debt 
Operating income 1.00 -0.28*** -0.41*** -0.10 -0.02 0.14* 0.21** -0.04 -0.09 
Investment income 1.00 0.00 0.05 0.31*** 0.04 0.03 -0.02 0.04 
Non-operating income 1.00 0.00 0.04 -0.15* -0.31*** -0.07 -0.05 
AR 1.00 -0.01 -0.01 -0.01 -0.08 0.01 
Inv. 1.00 0.07 -0.07 0.03 0.01 
GM 1.00 0.30*** -0.01 -0.05 
S&A 1.00 0.09 -0.15* 
Fixed Assets 1.00 -0.04 
LT Debt 1.00 
1995 
Operating income 1.00 -0.2** -0.04 -0.2** 0.09 0.16** 0.16* 0.02 0.04 
Investment income 1.00 -0.10* 0.27*** -0.08 -0.2** -0.08 0.01 0.01 
Non-operating income 1.00 0.02 0.01 -0.04 0.13* -0.02 -0.05 
AR 1.00 0.08 -0.27*** 0.09 0.01 0.02 
Inv. 1.00 -0.1 0.12* 0.02 0.02 
GM 1.00 0.06 -0.01 -0.04 
S&A 1.00 0.01 0.02 
Fixed Assets 100 0.02 
LT Debt 100 
1996 
Operating income 1.00 0.04 0.11* -0.2** 0.04 0.13* 0.35*** 0.2** 0.08 
Investment income 1.00 -0.03 0.00 -0.04 0.19** -0.03 0.08 0.12 
Non-operating income 1.00 0.05 0.06 0.03 0.07 0.11* 0.09 
AR 1.00 0.00 -0.01 0.05 0.01 0.01 
Inv. 1.00 -0.02 0.15* 0.02 -0.02 
GM 1.00 -0.05 0.3*** -0.02 
S&A 1.00 0.04 -0.01 
Fixed Assets l.()() -().2** 
LT Debt 100 
1997 
Operating income 1.00 0.1* 0.13** 0.01 0.03 0.08* 0.34*** 0.1* -0.02 
Investment income 1.00 0.02 0.00 0.03 0.04 0.12** -0.02 -0.03 
Non-operating income 1.00 0.02 0.03 0.09* 0.08* -0.02 -0.02 
AR 1.00 0.00 -0.01 0.01 -0.01 0.00 
Inv. 1.00 -0.1* 0.17*** 0.04 0.00 
GM 1.00 -0.41*** -0.1* 0.00 
S&A 1.00 0.03 -0.02 
Fixed Assets 1.00 -0.06 
LT Debt 1.00 — 
47 
01 II NI AR Inv. GM S&A FA LT Debt 
1998 
Operating income 1.00 0.16*** 0.05 -0.01 0.00 0.18*** 0.4** 0.14*** 0.03 
Investment income 1.00 -0.04 0.02 0.00 -0.01 0.08 0.08* -0.03 
Non-operating income 1.00 -0.01 0.00 0.52*** -0.07* 0.04 0.00 
AR 1.00 -0.01 -0.06 -0.13*** -0.05 0.00 
Inv. 1.00 0.00 -0.02 -0.03 0.00 
GM 1.00 -0.16*** 0.01 0.01 
S&A 1.00 0.05 0.05 
Fixed Assets 1.00 0.14*** 
LT Debt 1.00 1999 
Operating income 1.00 0.12** 0.2*** 0.03 0.06* -0.03 0.12*** 0.03 0.06* 
Investment income 1.00 0.11** 0.00 0.03 -0.02 0.04 -0.08* 0.00 
Non-operating income 1.00 0.05 0.1** -0.11** 0.12** -0.02 0.08* 
AR 1.00 0.01 -0.01 0.02 0.01 0.00 
Inv. 1.00 -0.16** 0.28* 0.02 0.00 
GM 1.00 -0.15*** -0.01 0.02 
S&A 1.00 0.05 -0.01 
Fixed Assets 1.00 0.02 
LT Debt 1.00 











































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































Results of Value-relevance Tests 
Panel A: Return on earnings 
RETt= ao,t + ai，t Et + a2,t AEt + Ht 
N Intercept E ^ Adj- R^ F-value 
1994 163 0.118 -0.005 0.009 0.1213 11.84 
(2.07)* (-3.1)** (4.83)*** 
1995 269 -0.123 0.003 -0.0007 0.0774 12 
(-2.29)* (3.72)*** (-0.68) 
1996 291 -0.35 0.008 0.0014 0.3785 74.4 
(-3.14)*** (5.44)*** (0.67) 
1997 505 0.019 -0.001 0.0051 0.1299 33.61 
(0.79) (-1.92)* (7.01)*** 
1998 711 0.024 -0.0006 0.0021 0.0444 15.07 
(1.4) (-1.16) (3.91 广 
1999 813 -0.023 0.0004 0.002 0.0422 15.64 
(-0.82) (0.66) (3.48)*** 
Pool 2747 -0.067 0.002 0.002 0.1123 174.75 
(-4.89)*** (8.05)*** (6.49)*** 
Panel B: Return on earnings and fundamental signals 
6 
RETt= ao.t + ai.tEt + a2.tAEt + + ^ ^ 
Fixed 
N Intercept E A E AR Inv. GM S&A Assets LT Debt AcH-R^ F-value 
1994 163 0.003 -0.003 0.007 0.001 0.001 -0.006 0.088 0.008 0.0002 0.1852 5.46 
(0.05) (-1.54) (3.61)*** (0.4) (0.6) (-1.97)* (4.11)*** (0.45) (0.43) 
1995 269 -0.032 0.002 0.0002 0.014 0.015 0.079 -0.185 -0.007 -0.0001 0.1139 5.21 
(-0.5) (2.72)** (0.22) (1.21) (1.04) (1.98)* (-3.37)*** (-0.51) (-0.15) 
1996 291 -0.365 0.009 0.001 0.019 0.073 0.072 -0.52 -0.009 -0.000001 0.4 21.12 
(-3.4)*** (5.72)*** (0.42) (0.75) (0.72) (1.19) (-2.92)** (-0.05) (-1.98)* 
1997 505 0.0366 -0.002 0.004 0.0004 0.001 0.085 0.121 0.013 -0.0000001 0.191 13.9 
(1.48) (-2.4)* (5.32)*** (1.1) (0.27) (3.61)*** (5.84)*** (1.39) (-0.48) 
1998 711 0.031 -0.0004 0.002 0.002 0.0001 -0.001 -0.015 -0.003 -0.0000001 0.0509 5.06 
(1.66) (-0.82) (4.14)*** (0.49) (0.67) (-2.72)** (-0.84) (-0.28) (-1.25) 
1999 813 0.018 0.0001 0.002 -0.001 -0.009 0.006 0.024 -0.018 -0.0000001 0.0589 6.2 
(0.58) (0.1) (2.72)** (-0.58) (-0.45) (0.81) (1.16) (-0.73) (-3.81)*** 
Pool 2747 -0.066 0.002 0.002 0.001 0.0001 -0.003 -0.003 -0.001 -0.0004 0.1145 45.38 
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